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trade income. The statement must be
jointly signed by each United States
shareholder with each shareholder
stating under penalties of perjury that
he or she holds the stock interest spec-
ified for such shareholder in the state-
ment of election. A copy of the state-
ment of election must be attached to
Form 5471 (information return with re-
spect to a foreign corporation) filed
with respect to the ETC’s last taxable
yvear beginning before January 1, 1985.

(5) Transition transfers.

@-5: Under what circumstances may
an electing ETC transfer its assets to a
FSC without incurring any tax liabil-
ity on the transfer?

A-5: An electing ETC will recognize
no income, gain, or loss on a transfer of
its assets to a FSC but only if all of the
following conditions are met:

(i) The assets transferred were held
by the ETC on August 4, 1983, and were
transferred by the ETC to the FSC in a
transfer completed before January 1,
1986; and

(ii) The assets are transferred in a
transaction which would qualify for
nonrecognition under subchapter C of
chapter 1 of the Code, or would so qual-
ify but for section 367 of the Code.

In such case, section 367 shall not
apply to the transfer. In addition,
other provisions of subchapter C will
apply to the transfer such as section
358 (basis to shareholders), section 362
(basis to corporation) and section 381
(carryovers in corporate acquisitions).
In determining whether a transfer by
an ETC to a FSC qualifies for non-
recognition under subchapter C, a liq-
uidation of the assets of the ETC into
a parent corporation followed by a
transfer by the parent of those assets
to the FSC will be treated as a trans-
action described in section 368(a)(1)(D).

(Secs. 803 and 805 of the Tax Reform Act of
1984 (98 Stat. 1001) and sec. 7805 of the Inter-
nal Revenue Code of 1954 (68A Stat. 917; 26
U.S.C. 7805); sec. 805 (b)(3)(C) and (D) of the
Tax Reform Act of 1984 (98 Stat. 1002), and
sec. 7805 of the Code (68A Stat. 917; 26 U.S.C.
7805); secs. 367, 927, and 7805 of the Internal
Revenue Code of 1954 (98 Stat. 662, 26 U.S.C.
367; 98 Stat. 663, 26 U.S.C. 367; 98 Stat. 993, 26
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U.S.C. 927; 98 Stat. 994, 26 U.S.C. 927; and 68A
Stat. 917, 26 U.S.C. 7805); sec. 805 of the Tax
Reform Act of 1984 (Pub. L. 98-69, 98 Stat.
1000))

[T.D. 7983, 49 FR 40013, Oct. 12, 1984, as
amended by T.D. 7992, 49 FR 48283, Dec. 12,
1984; T.D. 7993, 49 FR 48291, Dec. 12, 1984; T.D.
7992, 49 FR 49450, Dec. 20, 1984; T.D. 8126, 52
FR 6434, 6435, Mar. 3, 1987; T.D. 8515, 59 FR
2984, Jan. 20, 1994; T.D. 8858, 65 FR 1237, Jan.
7, 2000; T.D. 8940, 66 FR 9929, Feb. 13, 2001]

§1.921-2 Foreign Sales Corporation—
general rules.

(a) Definition of a FSC and the Effect
of a FSC Election.

@-1. What is the definition of a For-
eign Sales Corporation (hereinafter re-
ferred to as a “FSC” (All references to
FSCs include small FSCs unless indi-
cated otherwise))?

A-1. As defined in section 922(a), an
FSC must satisfy the following eight
requirements.

(i) The FSC must be a corporation or-
ganized or created under the laws of a
foreign country that meets the require-
ments of section 927(e)(3) (a ‘‘qualifying
foreign country’) or a U.S. possession
other than Puerto Rico (an ‘‘eligible
possession’’). See Q&As 3, 4, and 5 of
§1.922-1.

(ii) A FSC may not have more than 25
shareholders at any time during the
taxable year. See Q&A 6 of §1.922-1.

(iii) A FSC may not have any pre-
ferred stock outstanding during the
taxable year. See Q&As 7 and 8 of
§1.922-1.

(iv) A FSC must maintain an office
outside of the United States in a quali-
fying foreign country or an eligible
possession and maintain a set of per-
manent books of account (including in-
voices or summaries of invoices) at
such office. See Q&As 9, 10, 11, 12, 13, 14,
and 15 of §1.922-1.

(v) A FSC must maintain within the
United States the records required
under section 6001. See Q&A 16 of
§1.922-1.

(vi) The FSC must have a board of di-
rectors which includes at least one in-
dividual who is not a resident of the
United States at all times during the
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taxable year. See Q&As 17, 18, 19, 20,
and 21 of §1.922-1.

(vii) A FSC may not be a member, at
any time during the taxable year, of
any controlled group of corporations of
which an interest charge DISC is a
member. See Q&A 2 of this section and
Q&A 13, of §1.921-1T(b)(13).

(viii) A FSC must have made an elec-

tion under section 927(f)(1) which is in
effect for the taxable year. See Q&A 1
of §1.921-1T(b)(1) and §1.927(f)-1.
In addition, under section 441(h), the
taxable year of a FSC must conform to
the taxable year of its principal share-
holder. See Q&A 4 of §1.921-1T(b)(4).

@-2. Does the reference to a DISC
under section 922(a)(1)(F) which pro-
vides that a FSC cannot be a member,
at any time during the taxable year, of
any controlled group of corporations of
which a DISC is a member refer solely
to an interest charge DISC?

A-2. Yes.

(b) Small FSC.

®@-3. What is a small FSC?

A-3. A small FSC is a Foreign Sales
Corporation which meets the require-
ments of section 922(a)(1) enumerated
in Q&A 1 of this section as well as the
requirements of section 922(b). Section
922(b) requires that a small FSC make
a separate election to be treated as a
small FSC. See Q&A 1 of §1.921-1T(b)
and §1.927(f)-1. In addition, section
922(b) requires that the small FSC not
be a member, at any time during the
taxable year, of a controlled group of
corporations which includes a FSC un-
less such F'SC is a small FSC.

Q-4. What is the effect of an election
as a small FSC?

A—4. Under section 924(b)(2), a small
FSC need not meet the foreign manage-
ment and economic processes tests of
section 924(b)(1) in order to have for-
eign trading gross receipts. However, in
determining the exempt foreign trade
income of a small FSC, any foreign
trading gross receipts for the taxable
year in excess of $56 million are not
taken into account. If the foreign trad-
ing gross receipts of a small FSC for
the taxable year exceed the $5 million
limitation, the FSC may select the
gross receipts to which the limitation
is allocated. In order to use the admin-
istrative pricing rules under section
925(a), a small FSC must satisfy the ac-
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tivities test under section 925(c). In ad-
dition, under section 441(h), the taxable
year of a small FSC must conform to
the taxable year of its principal share-
holder (defined in Q&A 4 of §1.921-
1T(b)(4) as the shareholder with the
highest percentage of its voting power).

Q-5. What is the effect on a small
FSC (or FSC) (‘“‘target’) if it is ac-
quired, directly or indirectly, by a cor-
poration if that acquiring corporation
(‘‘acquiring’’), or a member of the ac-
quiring corporation’s controlled group,
is a F'SC (or small FSC)?

A-5. Unless the corporations in the
controlled group elect to terminate the
FSC (or small (FSC) election of the ac-
quiring corporation, the target’s small
FSC’s (or FSC’s) taxable year and elec-
tion will terminate as of the day pre-
ceding the date the target small FSC
and acquiring FSC became members of
the same controlled group. The target
small FSC will receive FSC benefits for
the period prior to termination, but
the $5 million small FSC limitation
will be reduced to the amount which
bears the same ratio to the $5 million
as the number of days in the short year
created by the termination bears to
365. The due date of the income tax re-
turn for the short taxable year created
by this provision will be the date pre-
scribed by section 6072(b), including ex-
tensions, starting with the last day of
the short taxable year. If the short tax-
able year created by this provision
ends prior to March 3, 1987, the filing
date of the tax return for the short tax-
able year will be automatically ex-
tended until the earlier of May 18, 1987
or the date under section 6072 (b) as-
suming a short taxable year had not
been created by these regulations.

(c) Comparison of FSC to DISC.

Q-6. How does a FSC differ from a
DISC?

A-6. A DISC is a domestic corpora-
tion which is not itself taxable while a
FSC must be created or organized
under the laws of a jurisdiction which
is outside of the United States (includ-
ing certain U.S. possessions) and may
be taxable on its income except for its
exempt foreign trade income. The DISC
provisions enable a shareholder to ob-
tain a partial deferral of tax on income
from export sales and certain services,
if 95 percent of its receipts and assets
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are export related. The FSC provisions
contain no assets test, but a portion of
income for export sales and certain
services is exempt from U.S. taxes if
the FSC satisfies certain foreign pres-
ence, foreign management, and foreign
economic processes tests.

(d) Organization of a FSC.

Q-7. Under the laws of what countries
may a FSC be organized?

A-T7. A FSC may not be created or or-
ganized under the laws of the United
States, a state, or other political sub-
division. However, a FSC may be cre-
ated or organized under the laws of a
possession of the United States, includ-
ing Guam. American Samoa, the Com-
monwealth of the Northern Mariana Is-
lands and the Virgin Islands of the
United States, but not Puerto Rico.
These eligible possessions are located
outside the U.S. customs territory. In
addition, a FSC may incorporate under
the laws of a foreign country that is a
party to—

(i) An exchange of information agree-
ment that meets the standards of the
Caribbean Basin Economic Recovery
Act of 1983 (Code section 274(h)(6)(C)),
or

(ii) A Dbilateral income tax treaty
with the United States if the Secretary
certifies that the exchange of informa-
tion program under the treaty carries
out the purpose of the exchange of in-
formation requirements of the FSC leg-
islation as set forth in section 927(e)(3),
if the company is covered under the ex-
change of information program under
subdivision (i) or (ii). The Secretary
may terminate the certification. Any
termination by the Secretary will be
effective six months after the date of
the publication of the notice of such
termination in the FEDERAL REGISTER.

(e) Foreign Trade Income.

@-8. How is foreign trade income de-
fined?

A-8. Foreign trade income, defined in
section 923(b), is gross income of an
FSC attributable to foreign trading
gross receipts. It includes both the
profits earned by the FSC itself from
exports and commissions earned by the
FSC from products and services ex-
ported by others.

(f) Investment Income and Carrying
Charges.
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®@-9. What do the terms ‘‘investment
income” and ‘‘carrying charges’” mean?

A-9.

(i) Investment income means:

(A) Dividends,

(B) Interest,

(C) Royalties,

(D) Annuities,

(E) Rents (other than rents from the
lease or rental of export property for
use by the lessee outside of the United
States);

(F) Gains from the sale of stock or
securities,

(G) Gains from future transactions in
any commodity on, or subject to the
rules of, a board of trade or commodity
exchange (other than gains which arise
out of a bona fide hedging transaction
reasonably necessary to conduct the
business of the FSC in the manner in
which such business is customarily
conducted by others),

(H) Amounts includable in computing
the taxable income of the corporation
under part I of subchapter J, and

(I) Gains from the sale or other dis-
position of any interest in an estate or
trust.

(ii) Carrying charges means:

(A) Charges that are imposed by a
FSC or a related supplier and that are
identified as carrying charges, (‘‘stated
carrying charges’) and

(B)(1) Charges that are considered to
be included in the price of the property
or services sold by an FSC or a related
supplier, as provided under Q&As 1 and
2 of §1.927(d)-1, and

(2) Any other unstated interest.

@-10. How are investment income and
carrying charges treated?

A-10. Investment income and car-
rying charges are not foreign trading
gross receipts. Investment income and
carrying charges are includable in the
taxable income of an FSC, except in
the case of a commission FSC where
carrying charges are treated as income
of the related supplier, and are treated
as income effectively connected with a
trade or business conducted through a
permanent establishment within the
United States. The source of invest-
ment income and carrying charges is
determined under sections 861, 862, and
863 of the Code.

(g) Small Businesses.
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®@-11. What options are available to
small businesses engaged in exporting?

A-11. A small business may elect to
be treated as either a small FSC or an
interest charge DISC. See Q&As 3 & 4
of §1.921-2 relating to a small FSC.
Rules with respect to interest charge
DISCs are the subject of another regu-
lations project.

[T.D. 8127, 52 FR 6469, Mar. 3, 1987]

§1.921-3T Temporary regulations; For-
eign sales corporation general
rules.

(a) Ezxclusion—() Classifications of in-
come. The extent to which income of a
FSC (any further reference to a FSC in
this section shall include a small FSC
unless indicated otherwise) is subject
to the corporate income tax of section
11, or, in the alternative, section
1201(a), is dependent upon the alloca-
tion of the FSC’s income to the fol-
lowing five categories:

(i) Exempt foreign trade income de-
termined under section 923 and §1.923-
1T;

(ii) Non-exempt foreign trade income
determined with regard to the adminis-
trative pricing rules of section 925(a)(1)
or (2);

(iii) Non-exempt foreign trade in-
come determined without regard to the
administrative pricing rules of section
925(a)(1) or (2) (section 923(a)(2) non-ex-
empt income as defined in section
927(d)(6));

(iv) Investment income and carrying
charges; and

(v) Other non-foreign trade income.

(2) Source and characterization of FSC
income—(i) Exempt foreign trade income.
The exempt foreign trade income of a
FSC determined under section 923 and
§1.923-1T is treated as foreign source
income which is not effectively con-
nected with a United States trade or
business. See §1.923-1T(a) for the defi-
nition of foreign trade income and
§1.923-1T(b) for the definition of ex-
empt foreign trade income.

(i1) Non-exempt foreign trade income de-
termined with regard to the administrative
pricing rules. The FSC’s non-exempt
foreign trade income with respect to a
transaction or group of transactions
will be treated as United States source
income which is effectively connected
with the FSC’s trade or business which
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is conducted through its permanent es-
tablishment within the United States
if either of the administrative pricing
rules of section 925(a)(1) or (2) is used
to determine the FSC’s foreign trade
income from a transaction or group of
transactions. See §1.923-1T(b) for the
definition of non-exempt foreign trade
income.

(iii) Non-exempt foreign trade income
determined without regard to the adminis-
trative pricing rules. The source and tax-
ation of the FSC’s non-exempt foreign
trade income not classified in para-
graph (a)(2)(ii) of this section will be
determined under the appropriate sec-
tions of the Internal Revenue Code and
the regulations under those sections.
This type of income (section 923(a)(2)
non-exempt income) includes both in-
come that is not effectively connected
with the conduct of a trade or business
in the United States and income that is
effectively connected.

(iv) Investment income and carrying
charges. All of the FSC’s investment in-
come and carrying charges will be
treated as income which is effectively
connected with the FSC’s trade or busi-
ness which is conducted through its
permanent establishment within the
United States. The source of that in-
come will be determined under the ap-
propriate sections of the Internal Rev-
enue Code and the regulations under
those sections. See §1.921-2(f) (Q & A9)
for definition of investment income
and carrying charges.

(v) Non-foreign trade income (other
than investment income and carrying
charges). The source and taxation of
the FSC’s non-foreign trade income
(other than investment income and
carrying charges) will be determined
under the appropriate sections of the
Internal Revenue Code and the regula-
tions under those sections.

(b) Allocation and apportionment of de-
ductions. Expenses, losses and deduc-
tions incurred by the FSC shall be allo-
cated and apportioned under the rules
set forth in §1.861-8 to the FSC’s for-
eign trade income and to the FSC’s
non-foreign trade income. Any deduc-
tions incurred by the FSC on a trans-
action, or group of transactions, which
are allocated and apportioned to the
FSC’s foreign trade income from that
transaction, or group of transactions,



